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Qualified Opportunity Zones— 
Round 2
By Jackie Matsumura and Greg Dresdow

On April 17, the Internal Revenue Service issued the highly anticipated second 
round of regulatory guidance clarifying some of the uncertainties that existed 
under the Qualified Opportunity Zone (QOZ) tax incentive created under the 
Tax Cuts and Jobs Act of 2017 (TCJA) and the proposed regulations that were 
issued last October. 

Background

The QOZ provisions allow for two tax benefits: 1) an investor can temporarily 
defer tax on his/her capital gains on the sale of assets by reinvesting in a Qualified 
Opportunity Fund (QOF) within 180 days, and 2) the appreciation in value of the 
QOF investment is permanently excluded from income if the investor holds the 
investment for at least 10 years. See prior article.

The first round of proposed regulations issued in October provided some 
clarification though uncertainties remained. These new regulations provide 
additional guidance, but the IRS continues to seek comments and will undoubtedly 
release more guidance in the future. This article covers some of the more salient 
provisions of the new regulations.

Updates for Investors

The new regulations address the treatment of Section 1231 gains and includes 
an expanded list of transactions that will trigger the inclusion of gain (i.e., gain 
that was originally deferred).

Only capital gains are eligible for the deferral. As for Section 1231 transactions 
(e.g., a sale of a rental property), net Section 1231 gains are treated as capital 
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gains. In other words, Section 1231 gains, net 
of Section 1231 losses, are eligible for the gain 
deferral. Since that amount cannot be determined 
until yearend, the 180-day investment period 
for such capital gain income from Section 1231 
property begins on the last day of the taxable year, 
not when the property is sold. 

The deferred gain must be included in income 
when the QOF investment is sold or on December 
31, 2026, whichever is earlier. The new regulations 
introduce “inclusion events,” which trigger gain 
recognition, including taxable sales, certain gifts, 
charitable contributions, distributions in excess of 
basis, reorganizations of a QOF corporation, etc. A 
transfer to an estate upon the death of an investor or 
gift to a grantor trust is not an inclusion event. There 
are about 20 different events that would cause there 
to be income recognition of the gain deferred under 
the QOZ rules.

The new guidance provides details on how to 
calculate basis for mixed fund investments where a 
taxpayer contributes property or additional cash to 
the QOF in addition to his/her deferred gain.

Additional Guidance for Qualified 
Opportunity Funds 

This second round of regulatory guidance clarifies 
many questions left by the previous regulations as it 
relates to the QOF.

The 90% Asset Test

The QOF can exclude capital investments received 
within the preceding six months for purposes of 
the 90% asset test. Also, a QOF has 12 months to 
reinvest proceeds from the sale of QOZ property 
without violating the 90% asset test. The proceeds 
must be held in cash, cash equivalents and debt 
instruments with a term of 18 months or less. There 
is relief for failing to meet the 12-month deadline, if 
the delay is attributable to delay from government 
action. 

Original Use

The new regulations clarify that original use of 
tangible property acquired by purchase commences 
on the date when the property is first placed in 
service for purposes of depreciation or amortization. 
In addition, used tangible property will qualify under 
the original use requirement as long as the property 
was not used within the QOZ in a manner that would 
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have allowed it to be depreciated or amortized. 
Original use also includes buildings that have been 
vacant or abandoned for at least five years prior to 
being purchased.

Substantially All Test

In testing the QOZ business property, “substantially 
all” means 90% for the holding period and 70% for 
“use” in a QOZ.

Property Both in the QOZ and Outside the 
QOZ

If real property is both within the QOZ and outside 
the QOZ, and if the square footage located within 
the QOZ is substantial as compared to the square 
footage outside of the QOZ, and the real property 
is contiguous, then all of the property would be 
deemed to be located within a QOZ.

Leased Property

There is clarity on leased property. Leased property 
qualifies as a qualified opportunity zone business 
property if:

 • the lease is entered into after 2017

 • the terms of the lease are market rate at the time 
the lease is entered into 

If there was a plan, intent or expectation for the 
real property to be purchased by the QOF for an 
amount of consideration other than the fair market 
value of the real property determined at the time 
of the purchase, without regard to any prior lease 
payments, then the leased real property is not QOZ 
property. 

In case of a lease from a related person, the following 
conditions must also be met: 

 • there is no prepayment to the lessor for period of 
use in excess of 12 months

 • if the original use of leased tangible personal 
property in a QOZ does not commence with 
the lessee, the property is not QOZ business 
property unless the lessee becomes the owner 
of Qualified Opportunity Zone Business Property 
(QOZBP) with a value equal to or greater than 
the value of the leased property.

Improvements made by a lessee to leased property 
satisfy the original use requirement and are 
considered purchased property for the amount of 
the unadjusted cost basis of such improvements.

There are also now provisions for valuing a lease for 
asset test purposes.
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The 31 Month Rule

The 31-month requirement to execute the written 
designation for planned use of working capital can 
be extended if there is a delay due to government 
action on the application that is submitted within the 
31-month period.

The 50% Gross Income Test

Though the 50% gross income test for a QOZ 
business can be based on facts and circumstances, 
the following safe harbor tests are available: 

 • at least 50% of the services performed, based 
on hours, by its employees and independent 
contractors are performed within the QOZ,

 • at least 50% of the services performed by its 
employees and independent contracts are 
performed in the QOZ based on amounts paid 
for the services performed

 • the tangible property of the business in a QOZ 
and the management or operational functions 
performed for the business in the QOZ are each 
necessary to generate 50% of the gross income 
of the trade or business

Debt-Financed Distributions

The new proposed regulations provide that a 
partner’s basis includes his/her share of partnership 
liabilities under the normal rules. Therefore, a 
partner can receive a debt-financed distribution to 
the extent of his/her basis, including the partner’s 
share of liabilities, without triggering taxable income. 
Disguised sales still need to be considered.

Asset Sales in a Fund

The sale of individual assets held in the QOF 
can be reinvested within 12 months of the sale or 
disposition without violating the 90% asset test or 
affecting the partner’s 10-year holding period, as 
long as the proceeds are continuously held in cash, 
cash equivalents or debt instruments with a term of 
18 months or less. However, the gain from these 
asset sales are included in federal taxable income.

Carried Interests

Carried interests are not treated as a qualifying 
interest in a QOF.

Triple Net Leases

To qualify for QOZ benefits, there must be an 
active trade or business being conducted within a 
QOZ. Generally, the Service holds that a triple net 
lease on a real estate deal is not an active trade or 
business, and therefore, such arrangement would 
not be viewed as an active trade or business for 
QOZ purposes. 

Asset Contributions

A taxpayer can invest cash or other property when 
electing to defer capital gain and invest in a QOF. The 
regulations provide guidance for the determination 
of value of QOF investment received and adjusted 
basis in the QOF investment. 

More to Come

The IRS is seeking comments on these regulations, 
and the next hearing is scheduled for July 9. 
Additional guidance to come.


